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CHAPTER I 



INTRODUCTION 



French economist, Leroy-Beaulieu , has been quoted 



as sayings 

There are some sciences so lofty and serene that they 
leave in peace those who are not concerned with then, 
but finance ... is not one of these: it has a way 

of taking a terrible revenge upon nations and upon 
individuals who neglect or despise it.^ 

Since the time of the first U« S, Secretary of the 
Treasury, Alexander Hamilton, until the mid-1930's, there 
has been a reluctance on the part of Presidents to actively 
participate in the affairs of the economy. This reluctance 
was due in part to the accepted base of fiscal systems. 
Government finance was not considered a part of the executive 
powers; and what activity was evident, was considered to be 
the proper domain of Congress. 

The base of Federal fiscal systems, prior to 1930, 



rested on two concepts. The first of these was a concept 
that all governmental activity was defined by money cost. 
Fiscal discipline required a "pay as you go" approach. There- 
fore, the actions of a President, in relation to reduction 
of debt and annually-balanced budgets, were equated to 



lA. E. Buck, The Budget in Governments of Today , 
(New Yorks The Macmillan Company^ 193^) » P* v * 
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responsible use of power. The second concept implied 
Federal government "neutrality" or non-interference with 
the free market mechanisms of the economy. Under no 
circumstance was governmental action permitted to restrain 
the internal economic sector, Manif es tations of this 
reluctance to enter as an active participant in the economy 
were the absence of a national budget system until 1921 and 
the fact that the budget was not recognized as an economic 
document until nearly twenty-five years later. 

Presidential and political party philosophies 
effected various changes in interpertation of Federal finance 
and what I shall call executive "fiscalism" - Presidential 
fiscal participation. It will be the intention of the author 
to trace the development of conservative and liberal 
Presidential attitudes toward fiscal policy responsibility 
throughout the history of the United States. 

Since the national debt and the dollar cost of 
government activity was the key to responsible finance, prior 
to 1930, Chapters II and III vail trace developments in 
fiscal thought as reflected in levels of the national debt. 
Chapter IV depicts a period of revolution of fiscal thinking 
from 1932-1952* in an environment of a depression, two 
recessions, and two wars . The period, 1952-1960, represented 
a conservative approach to fiscal thought with an attempt 
to rely on automatic fiscal stabilizers, rather than 
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discretionary policy, and is presented in Chapter V, The 
peak of the rise of executive fiscalism occurred during 
the decade of the Sixties, as reflected in Chapter VI. 

With the rise came a fall and a return to sobriety and 
practicality. 

The analysis will include the following: 

1. The development of Presidential attitudes toward the 
economic role of the Federal government; 

2. Presidential attitudes toward debt and balanced 
budgets ; 

3. Twenty-five years of exposure to bi-partisan national 
economic goals; 

The development of rising executive fiscal power; and, 

5. The emergence and often offsetting effects of monetary 
policy. 



CHAPTER II 



PRELIMINARY DEVELOPMENTS 
The British Foundation 

In early days, no distinction was made between 
the revenues of kings or emperors and those of the state. 

When the ruler needed money or resources, he either obtained 
them by subscription, or borrowed and gave his personal 
pledge for repayment. This pledge was frequently backed by 
royal estates or jewels. 

However, the Revolution of 1688, in England, brought 
about many changes in government, _ From that time on, by 
Parlimentary action, the credit of the entire nation was 
used as security for debts undertaken on behalf of the nation. 
This event earmarked the beginning of the history of national 
debt: an item which was to become an integral and sometimes 

crucial determinate of national policy throughout the history 
of our nation. 1 

The policies for debt creation, after the Revolution 
of 1688 , centered around obtaining capital from three companies 
the East India Company; the South Sea Company; and later, in 

National Debt," The American Educator Encyclopedia , 
Vol. VII, (Chicago: The United Educators, Inc , , 1945) > 

P. 2477. 
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1 6 9^ » the Bank of England.^ Debt repayment was initially 
through tax revenues but included use of a sinking fund 
concept, proposed by Sir Robert Wadpole, and established by 
the Act of 1716, The sinking fund concept was later to have 
significant impact on establishment of our own fiscal policies. 
The principle involved use of the compound interest revenue 
from the fund for the reduction of war-created national debt. 
Although the fund did succeed in making some impact on the 
reduction of England's national debt, Wadpole 's reluctance 
to raise taxes to facilitate reduction of an increased debt 
and his repeated raids on the fund until 1752, signaled 
elimination of the debt reduction application. 3 However, the 
concepts of a sinking fund and a national bank were borrowed 
for establishment of our nation's first positive fiscal 
policy. 

History is replete with opinions regarding the 
evils of public or private debt. About the time of the 
American Revolution, one of the leading classical economists, 
Adam Smith, had stated: 

, . , the enormous debts which at present oppress, and 
will in the long run probably ruin all the great nations 
in Europe . . . ^ 

2e. L. Hargreaves, The National Debt , (London: Edward 

Arnold and Company, 1930), p. 7. 

3Donald F. Swanson, The Origins of Hamilton's Fiscal 
Policies, (Gainesville, Florida: University of Florida Press, 

1963), P. 20. 

^Adam Smith, (James E. Rodgers, ed.), The Wealth of 
Nations, Vol. II, (Oxford: The Clarendon Press , 1869) » P* 511* 
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The views of Smith and other classicists reflected 

the prevalent view that the role of the state should be 

limited. They felt that expenditures made by the state 

should be limited and paid concurrently. They were protagonists 

of balanced budgets, debt retirement, and sound money policy. 

Seymour Harris has stated that they felt: 

Government is unproductive; it maintains unproductive 
labor, whereas industry maintains productive labor 
.... Funding of ... a public debt means a 
corresponding reduction of private capital . . , these 
were the keystones of Smith’s views on . . . public 
debt . 5 

David Ricardo, another prominent classical economist, 

voiced similar views regarding the distasteful, but perhaps 

necessary, minimal government activity. However, he felt 

that if public spending were absolutely necessary, the state 

should have recourse to taxation, not loans. Regarding the 

then present national debt, he disagreed with a perpetual 

funding plan and proposed an immediate levy on property. 

Lewis Kimmel relates Ricardo's viewpoint as: 

. . . thus by one great effort, . . . get rid of one of 
the most terrible scourges which was ever invented to 
inflict a nation.. . . ° 

These were the economic views and debt systems which 
our early leaders had been exposed to at the time of the 



5Seymour E. Harris, The National Debt and the New 
Economics , (New York: McGraw-Hill Book Company, Inc. , 1 9^7 ) , 

P. 51. 

^Lewis H. Kimmel, Federal Budget and Fiscal Policy : 
1789-1 958 , (Washington, D. C. : The Brookings Institute, 

1959), P. 42. 



7 



American Revolution. It was a "live within your means 
attitude" and a limited role for the state ’which dominated 
thinking of the day. The precedent for the perpetuity of 
national debt had been established by England as far back as 
1694, and various debt reduction techniques had been proposed 
and tested. 

It is of interest to note, however, that the classical 
economists just assumed the economic role of the state must 
be limited, and then they deducted certain rationalizations 
regarding the nature of government fiscal operations. For 
example, Adam Smith was felt to believe that loans, if 
available and used, would enhance political power and, there- 
fore, encourage the leaders to wage needless wars.? 

Official attitudes in our nation, toward Federal 
expenditures and national debt, found strong support in the 
mainstream of the classical economic thought. The pronounce- 
ment of Presidents and other officials appears to resemble 
closely the views of the leading economists. The familiarity 
of the politicians with economic ideas was enhanced by the 
fact that until late in the nineteenth century, economics was 
regarded as a branch of moral philosophy or moral science, a 
subject in which the politicians were of necessity well-versed . 

The chaotic finances during the Revolutionary War 

7jesse Burkhead, Governmental Budgeting , (New York: 
John Wiley and Sons, Inc., 1959) , p. 431. 



8 



and for several years thereafter, indicated familiar pains 
of a nation recovering from a war vrith the added burden of 
a loose confederacy. National budget policy concerned itself 
primarily with the money costs of past war activity and 
attempts to subscribe revenues from the states. It appeared 
that pre-constitutional period precedents for fiscal policy 
were largely the work of Robert Morris. These included 
attempts to make provisions for import duties to pay off the 
very high interest burden, provide for a sinking fund, and 
pay off the principal of the national debt contracted during 
the war. These proposals did not accept the perpetuity of 
national debt, but were attempts to recognize the existance 
and make some provisions for the national debt.® 

A Beginning 

To insure continuity and to make provisions for 
fiscal integrity, Article VI, Section 1, of the Constitution 
states : 

All debts contracted and engagements entered into, before 
the adoption of this Constitution shall be as valid 
against the United States under this Constitution, as 
under the Confederation . . .9 

Alexander Hamilton, the first Secretary of the 
Treasury, expanded the application of this article by 

®3wanson, Hamilton's Fiscal Policies , p. 50. 

9"Cons titution of the United States," The American 
Educator Encyclopedia, Vol. Ill, p. 933. 
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requesting assumption by the Federal government of all states* 
contracted pre-constitution war debts as well as previous 
Federal debt, 10 Consolidation of these debts resulted in 
an assumed national debt of more than 75 million dollars. 
(Table 2-1). 

A debt of 75 million dollars may appear small today. 
However, to a new nation ravaged by war and inflation, and 
composed of a population of 3*9 million people - most of 
whom were poor farmers, traders, or frontiersmen - a debt 
representing Sl9«l2 per capita, must have seemed a monumental 
undertaking. 

Alexander Hamilton advocated a very strong executive 
fiscal function. He felt that governments should attempt to 
determine as well as control the state of the economy. 

History has shown that his views, although nearly 150 years 
ahead of recognition, were effective in accomplishing what 
were the primary concerns of the day. The primary concern of 
President Washington, and his Secretary of the Treasury, was 
the reestablishment of public credit on the domestic and 
international scene. This, in itself, was no small task with 
confidence in the government* s ability to pay, in 1791 » so 
low that certificates of public indebtedness were being sold 

10s wans on, Hamilton*s Fiscal Policies , p. 5^* 

llJames MacGregor Burns, Presidential Government - 
The Crucible of Leadership, (Bostons Houghton Mifflin Co., 

1966), p. 12. 



TABLE 2-1 



FEDERAL EXPEND ITURS a AND DEBT DATA b 
Selected Years (1791-1360) 

(Millions of Dollars) 0 



Fiscal Year b Expenditures 6 Gross Debt 



1790 


1 


75 


1795 


7 


84 


1800 


11 


83 


1805 


9 


76 


1806 


9 


69 


1810 


8 


48 


1812 


20 


45 


1815 


33 


127 


1820 


18 


90 


1825 


16 


81 


1830 


15 


39 


1835 


18 


- 


1838 


34 


10 


1 840 


24 


5 


1842 


25 


20 


1843 


12 


33 


1845 


23 


16 


1850 


41 


64 


1855 


59 


36 


i 860 


63 


65 


a S0URCE: 


Davis Rich Dewey, Financial 


History of the United 



States, (New York: Longmans, Green and Co., 1939). 

pp. Ill, 123 , 142, 169, 247, and 269. 



^SOURCE: U. S. Treasurer, Annual Report , 1968 , (Washington, 

D. C. : Government Printing Office, 1969 ) 1 P* 60. 

°Figures are rounded to nearest millions of dollars. 

b Data as of December 31 for years 1790-1842; and, June 30 
for years l843~l860. 

^•Expenditures for 1843 represent a half-year only. 
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at ten to twenty cents on the dollar. I 2 

Hamilton has been credited with the view that a 
national debt, if not excessive, is a national blessing. 13 
However, evidence bears out the fact that both Hamilton and 
Washington favored debt primarily from the standpoint of 
establishing credit and consistent with the opinions of the 
times emphasized thrift and ca.re in the excerise and use of 
public funds, In addition, Hamilton did propose that the 
entire debt should be extinguished in not more than thirty 
years or by 1825. Swanson stated that his views regarding 
debt as a national blessing were primarily concerned with 
the facility that the debt gave to reestablishment of credit. 
Hamilton did not have reference to the perpetuity of the debt, 
but, rather the feasibility of repayment. -*-5 In other words , 
Hamilton felt that debt repayment at that time was impossible. 

The first positive treatment of the national debt 
was the passage of the Funding Acts of August 4, 10, and 12, 
1890. Using the authority granted by these acts relative to 
assumption of debts, import duties, and loan authorization, 
Hamilton succeeded in restoring credit on an international 

l2"The Committee on National Debt Policy," Our 
National Debt , (New York: Harcourt, Brace and Co., Inc., 

1949), p. 10. 

13narris, The National Debt , p. 59. 

l4Roy A, Foulke, National Thrift and the Public Debt , 
(New York: Dun and Brads tree t, Inc . , 1 944 ) , p^ 9. 

!5swanson, Hamilton’s Fiscal Policy, p. 80. 
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and domestic scene in the astounding short period of one 
year. Rapid repayment and subsequent current payment of 
interest on the outstanding debt, which amounted to one half 
of all government expenditures during the period 1789-1797* 
restored government debt issues to par and established sound 
credit, 1® 

Hamilton's fiscal policies were composed of the 

following: 

1, The funding system as a means of handling the special 
debt problems created by financing the Revolution; 

2, The sinking fund; and, 

3, The Bank of the United States, 1? 

The nation's first positive financier fell into disfavor 
largely because of the stigma attached to the similarity of 
his fiscal policy and those of the British, His drive for a 
executive budget was not to be reborn until after 1900.1® 

President John Adams (1797-1801), although also a 
Federalist, continued Hamilton's policies only in a low key. 
There was clear indication that as long as a debt existed, 
debt retirement should be the primary goal and that a surplus 
was highly desirable, Adams did not, however, adhere to the 
positive policy of maintaining economic affairs through the 
Executive Branch of the government. This slight movement 

l6 lbld . . P. 84. Ibid . , p. 4. 

1®A, E, Buck, Public Budgeting , (New York: Harper 

and Brothers Co., 1929). P. 17. 



13 

away from the Hamiltonian model was a forewarning of the era 
to follow. Adams did, however, continue his support of the 
goal of sound credit and funded debt as primary, 19 

The defeat of the Federalists signified by the 
election of Thomas Jefferson, in 1801, denoted a change of 
fiscal policy which was to remain with political administration 
until after 1930. With the exception of the Louisiana Purchase, 
Jefferson's administration, and those to follow, made debt 
extinguishment and retrenchment of Federal activity a prime 
goal, Jefferson actively cut back on existing Federal defense 
and manpower systems and defined the first charge of govern- 
ment revenues to the discharge of the national debt. Jeffer- 
son's administration officially accepted the "living generation" 
thesis that no present generation should make any obligation 
on future generations. Therefore, if it were necessary to 
incur public debts, these debts should be extinguished within 
something like twenty years from incurrence . ^0 it shall 
become apparent this thesis remained germane to political 
thought until the Second World War dictated a restructuring 
of thinking regarding the national debt. 

However, even with Jefferson's fetish about public 
debt, it was not until 1806, that the national debt had been 

19Kimmel, The Federal Budget, p. 12. 



20ibid., p. 14 
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reduced to the amount which had been assumed in 1791. 

Subsequent active pursuit to generating a surplus reduced 
the national debt to 45 million dollars by the time of the 
outbreak of the War of 1812 (Table 2-1), This first experience 
of war by the constitutional government forced a sharp increase 
in the national debt to 127 million dollars by 1815 (Table 2-1), 
with serious post-war inflation. The inflation was so severe 
that at one point, treasury securities were sold at only 
nineteen cents on the dollar. The significance of the debt 
reflected about thirteen per cent of the national income as 
compared to approximately ten per cent in 1791. 

Presidents following Jefferson favored balanced 
peacetime budgets with provisions for reduction and eventual 
elimination of the national debt. Presidents James Madison, 
James Monroe, and John Quincy Adams, interpreted this policy 
as duty and as an indication of the financial stability and 
maturity of a nation. Fortunately for them, after the War of 
1812, the nation grew rapidly. Although government expendi- 
tures moved up slowly (Table 2-1), receipts from customs and 
sale of public land were easily enough to provide for a surplus 
and consistent reduction of the national debt, 22 

2lThe Committee on National Debt Policy, Our National 
Debt , p, 12. 

22Davis Rich Dewey, Financial History of the United 
States , (New York: Longmans Green and Co., 1939) » PP^ 168-170 . 
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President Andrew Jackson (1829-1836), followed with 
even stronger views regarding the evils of a national debt. 
Jackson embraced earlier economic views that: 

1. interest on the national debt was a burden on the 
working class; 

2 . interest payments involved a redistribution of 
income in favor of the well-to-do; and, 

3 . capital freed from debt reduction could be used 
for productive reasons, 23 

The administration of President Jackson accomplished a feat 
not since repeated in this nation's history. In 1835* the 
interest-bearing national debt had been eliminated and total 
gross national debt was only thirty-seven thousand dollars 
(Table 2-1). Kimmel states that satisfaction from this feat 
would be understandable, especially when it is acknowledged 
that national debt was then considered not only a misfortune 
of the war, but also evil and immoral . 

During the period, I 8 OI-I 837 , the view consistently 
held was that government should be frugal and should only 
undertake essential expenditures. The mere presence of a 
national debt became the pivital factor in fiscal policy. 
Internal taxes, except in wartime, had been opposed, and 
revenues were amply furnished by customs and the sale of land. 
National debt was considered oppressive and immoral, dictating 

23Kimmel, The Federal Budget , p, 19. 

24 Ibid., p. 20 . 
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a fiscal policy based on concurrent financing without 
recourse to loans. All debt was felt to be a burden and 
interest payments an unjust transfer-type payment, 

A New Beginning 

President Van Buren's cons ternation about the 
possibility of surplus revenues, in 1836, without the existence 
of any national debt was short-lived. The financial panic of 
1837 resulted in a sharp decline of customs revenues and a 
substantial deficit. The annual deficit grew to a level of 
12,3 million dollars by the end of 1837. ^ This event presented 
a new dilemma in national fiscal policy, A substantial debt 
had been created in time of peace. Wartime deficits had been 
accepted as unfortunate, but, the concept of a recession had 
not yet been accepted within the definition of a national 
emergency. This embarrasement of peacetime deficits never 
fully departed from the political arena. 

The national debt varied from a low of 3*3 million 
dollars to a high of 3 7.7 million dollars during the period 
from I 836 -I 845 . President James Polk's (1845-1849) pledge 
after the deficit years, 1840-1843, to once again rid the 
nation of debt was thwarted by the War with Mexico in 1846, 
Although the war did not cause funding difficulties, the debt 

25Dewey, Financial History, pp. 231-247. 
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had. once again begun an upward trend. 2 ^ Increased national 
debt after the War with Mexico caused renewed concern over 
the inability to eliminate the debt. Pressure for increased 
Federal spending for internal improvements w as not successful. 
Internal improvements were viewed as unconstitutional 
extensions of Federal activity and the national debt had 
once again proven its potency as a determinant of national 
fiscal policy. In addition, the financial panic of 1857-1858, 
set the stage for decreased revenues and an end to debt retire- 
ment until after the Civil War. 2 ? By i860, the national debt 
had risen to nearly 65 million dollars (Table 2-1), 

The prevalent approach to Federal activity, during 
the period 1 801 - 1 860 , had been in money costs or an approach 
from a fiscal aspect only. The comparison of logic between 
government finance and household finance would remain long 
after i860. This view, regarding comparison of public and 
private debt, overlooks the fallacy of composition. 2 ^ What 
was true for the individual household could very well be bad 
for the economy. 

Three key ideas were accepted by Federal officials, 
regarding national debt and fiscal policy, during the period 

26 ibid. f pp. 255 - 256 . 

27Kimmel, The Federal Budget , p. 28. 

28paul A. Samuels on, Economics - An Introductory 
Analysis, (New York: McGraw-Hill Book Co. , Inc , , 1967 )'» PP* 358. 
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1801 -i860. These were : 

1. a low level of public expenditure was desired; 

2. the Federal budget should be balanced in times of 
peace; and, 

3. the Federal debt should be reduced and eventually 

extinguished, 29 

These views inferred minimal interference with the 
economy since expenditures would be low. In fact, Federal 
expenditures 'were only to 63 million dollars annually before 
the start of the Civil War (Table 2-1), It will become 
evident, in the following Chapters, that even though expendi- 
tures in peacetime periods tended to rise after the Civil 
War, the existence of a national debt and the concept of 
balanced budgets remained primary determinants of fiscal 
policy. Political controversy over protective tariffs and 
taxation, although prevalent until after 1930* remained 
subjects of concern for sufficient revenues even though there 
were extended periods, when sufficient revenues were not a 
problem. 



29Kimmel, The Federal Budget, p 



55 



CHAPTER III 



NEW NATIONAL DIMENSIONS 
The Setting 

The decade beginning in i860, marked the beginning 
of a new era. The decade of the 1850' s had seen increasing- 
conflict regarding the scope of Federal activity and the 
proper level of governmental responsibility, A serious 
review of sources of revenue, monetary systems, and general 
administration of expenditure powers would surface during 
this period. 

One reaction to these questions, within the back- 
ground of a rapidly expanding nation, was the creation of new 
political parties. Of these political parties, the Republican 
party, formed in 1854, was to become a major political force 
in the execution of fiscal policy for the majority of the 
ensuing seventy-two years. This party was to retain executive 
direction of fiscal policy and debt management for fourteen 
of the eighteen Presidential terms from 1860-1932. 

Indication of the thought which prevaded the political 
arena just prior to the outbreak of the Civil War, was provided 
in the Republican Party platform, of i860, which stated, in 
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part : 



. , , that the people justly view with alarm the 

reckless extravagance which prevades every depart- 
ment of the Federal government; that a rapid return 
to rigid economy and accountability is indispensable 
to arrest the systematic plunder of the public 
treasury by favored partisans, while the recent 
startling developments of frauds and corruption 
. . . show that a change in administration is 

imperatively demanded. 

While the question of debt did not appear to be an issue in 
the campa.ign of i 860 , the administration of available revenues 
most definitely was an issue. The central issue relative to 
the debt was concern regarding the means of financing which 
were being used to fund the debt. The means of financing had 
been short-term notes with interest rates at levels never 

O 

again approached until well after World War II. 



The Civil War and Redevelopment 



Abraham Lincoln, the first Republican Party President, 
entered the political arena on the eve of another great war. 

This war, partly because it was an internal war, was to 
revolutionize financial methods of government administration. 
Restoration of the public credit and provision for conducting 
the war demanded unprecedented expenditures and commensurate 



^Kirk H. Porter and Donald B. Johnson, National Party 
Platforms - 1840-1964 , (Urbana and London: University of 

Illinois Press, 1966), p. 32. 

^Robert A. Love, Federal Financing , (New York: 
Columbia University Press, i 931 ) » P» 1 3^ • 
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revenues. Adding to the burden of fiscal policy determination, 
customs, the prime source of revenues, were severly interrupted 
due to the division of states. A new philosophy of finance 
was required and emerged. 

A national banking system was established, in 1863. 
to afford an outlet for government bonds and to provide bank 
notes to supplement the currency in circulation. Custom duty 
levels were raised, also internal income taxes were enacted 
and progressively raised throughout the war in a vain attempt 
to fill the gap between revenues and expenditures to stem the 
pace of growing national debt. The income tax remained in 
effect until 1872 , and although it was only responsible for 
raising 3^7 million dollars in revenue, this was considered 
a heavy tax at that time . 3 

During the war years, President Lincoln was not 
overly alarmed at the. growing debt. War had remained an 
accepted reason for accululation of debt.^ Lincoln viewed 
the debt as another type of property and as long as it was 
held internally by the people, they owed it to themselves. 
Therefore, he considered the only matter of prime importance 
was to closely monitor the distribution of the debt. 

In addition to the new dimensions already mentioned 

3Dewey, Financial History , pp. 305-306. 

^Kimmel, The Federal Budget, p. 65 . 
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as an outgrowth of the vrar - the national banking system, the 

income tax, and the high protective tariff - the size of the 

national debt provided another eclipse which would not be 

retraced. As the national debt had eclipsed the one hundred 

million dollar mark for the first time during the culmination 

of the War of 1812, so the national debt now surpassed the 

one billion dollar mark, in 1863 , and rose to an unprecedented 

high of nearly 2 .76 billion dollars, by 1866 (Table 3-1 ), 

The existence of a very large national debt, plus a 

high of 1,29 billion dollars in expenditures and an annual 

deficit of 964 million dollars, in 1865 , brought about renewed 

concern for debt reductions and decreased Federal spending, 5 

The debt had indeed grown to proportions beyond belief. The 

debt, in 1866 , represented about 50 • 5 per cent of the national 

income as compared with 13 per cent after the War of l8l2,^ 

The Republican party platform, of 1864, had already 

registered this concern when it stated: 

, . . the pledge for the redemption of the public debt 
must be kept inviolate . , , vie recommend economy and 
rigid responsibility in the public expenditures , . . 
just system of taxation ... to sustain the credit and 
promote . , , the national economy. 7 

President Andrew Jackson took a very positive and 

^Dewey, Financial History , pp. 329-330 • 

^Committee on Public Debt Policy, Our National Debt , 

p. 12 . 

7porter, National Party Platforms , p. 36 . 



TABLE 3-1 



FEDERAL EXPENDITURE 3 - AND DEBT DATA b 
SELECTED YEARS (l 861-1899) 
(MILLIONS OF DOLLARS) 0 



FISCAL YEAR EXPENDITURES GROSS DEBT 



1861 


67 


91 


1863 


719 


1,120 

2,678 


I 865 


1,295 


1 866 


5 20 


2,756 


1870 


294 


2,437 


1875 


275 


2,156 


1880 


265 • 


2,091 


1885 


261 


1,579 


1890 


298 


1,122 

961 


1893 


384 


1894 


368 


1,017 


1899 


6 05 


1,437 



a 30URCE: Davis Rich Dewey, Financi a l History of t h e United. 

States, (New Yorks Longmans, Green and Co., 1939), 
pp. 269, 329, 401, 429, and 475. 

^SOURCE: U. S. Treasurer, Annual Report, 1968 , (Washington, 

D. C. s Government Printing Office, 1969), 
pp. 60-6l. 

°Figures are rounded to nearest millions of dollars. 
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typical war aftermath view of the debt size and Federal 
activity. He could not reconcile the fact that the war after- 
math required a Federal budget level above pre-war levels. 

He advocated speedy debt repayment and a retrenchment of 
Federal activity. He considered the debt as burdensome and 
evil. His views were echoed, in 1865» by Secretary of the 
Treasury, Hugh McCulloch, in considering the influence of 
debt which "adds to the power of the Executive by increasing 
Federal patronage, "8 Their views were similar to others who 
had common concern after the war about the growing trend 
toward a financial aristocracy centered in the northern states. 

The Republican party views of the Jackson adminis- 
tration were reiterated in the Republican Party Platform of 
1868, 3.872, and 1876 , although the emphasis appeared to have 
drifted from primary concern for the economic burden of the 
debt itself to provisions of protection for national labor 
and capital growth. The Jackson era had stressed repayment 
of interest and principal within a specified period. The 
Republican Presidential policies which followed stressed 
maintenance of credit, reduction and elimination of internal 
taxes, and higher protective custom duties. This shift from 
debt repayment to decreased taxes and protection appeared in 

^U. S, Treasurer, Annual Report of the Secretary of 
the Treasury, 1865 , (V/ashington, D, C. : Government Printing 

Office, 1865), P. l6. 
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the platform of 1872, which stated, in part: 

, . . the revenues necessary for current expenditures 
and the obligation of the public debt (repayment) 

. . . must be largely derived from duties on importation, 
which , . . should be adjusted as to promote the interest 
of the American labor and promote the prosperity of the 
whole nation. 9 

In the decade beginning in 1880, the Republicans claimed that 

without resorting to loans, they had: 

» . . paid 880 million dollars of the public debt and 

by refunding the balance at lower rates, had reduced 
the annual interest charge from nearly 150 million 
dollars annually to less than 89 million dollars 
annually. 1° 

However, Republican party Presidents were facing a 
dilemma similar to what Presidents Jackson and Van Buren had 
faced in 1835-1837. Annual budget surpluses, ranging from a 
low of 63 million dollars to a high of 14-5 million dollars 
(about one half of the average expenditure), appeared every 
year of the decade beginning in 1880. 

The Republican President, Chester Arthur, had been 
unable to cope with the problem of surpluses by 1884-, and was 
succeeded in office by the first Democratic party President 
in almost twenty-five years, Grover Cleveland. This shift in 
parties was only to happen twice during the years from 1860- 
1912, as the Democrats once again gained single term control 



9porter, National Party Platforms , p. 5^» 
l°Ibid . , p. 6l . 
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of the Executive Branch of the government in 1893* 

During this period, the advocates of high protective 
tariffs, principally the Republicans, mould not accept the 
solution of decreasing governmental revenues by changing 
tariffs. Even attempting to lower taxes was an insufficient 
approach to the problem since more than 55 per cent of total 
revenues were derived from custom duties during this period. H 
The social climate and philosophy would not permit a higher 
level of expenditure. Efforts by Presidents of both parties 
to perform a costly accelerated repayment of debt were not 
successful since by 1886 all debt which was redeemable for 
many years to come had been cancelled. 1 2 

It appeared that only one solution remained. In a 
successful bid to regain the Presidency in the campaign of 
1888, the Republican party had pledged to repeal all taxes 
"rather than surrender any part of our protective system. "13 
However, in 1889, President Benjamin Harrison unsuccessfully 
proposed a renewal of the sinking fund as the only lawful 
and proper solution. He felt that open market purchases of 
non-redeemable debt by the sinking fund would return the exces 
revenues to the economy. Since the immediate effect of this 
action would be to drive up the price of government bonds and 

HU, S, Treasurer, Annual Report , 1 958 , P* 320. 
l2Dewey, Financial History , pp. 429-433* 

13Porter, National Party Platforms , p. 80. 
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interest rates, the concept came under sharp criticism. 

The Republicans , by passing the highly protective 
McKinley Tariff of 1890, indirectly reduced the revenues and 
essentially eliminated the problem of a surplus so that by 
the end of fiscal year 1892, a surplus of only 9.9 million 
dollars was experienced . The debt had been reduced by 
1893 to a level of 961 million dollars, the last year in 
our history that the national debt was ever less than one 
billion dollars (Table 3-1). 

Fiscal emphasis, prior to the turn of the century, 
had been one of strict governmental economy and minimal scope 
of governmental activity. Hovjever, the approach to govern- 
mental responsibility was not as provincial as the strict 
cons tructionalis t philosophy prior to the Civil War. The 
greatest expansion had come in the area of business and 
commerce regulatory devices and various types of grants. 

Rapid development of railroads and the absence of revenue 
problems appeared to foster most of the shift in attitudes. 

The financial panic of l893» coupled with continued 
drop in export duties and the Spanish American War (1898), 
caused six straight deficit years and a growth of the national 
debt to over 1.43 billion dollars (Table 3-1). President 
McKinley (1897-1901) took the view during the waning years 



l4swanson, Hamilton’s Fiscal Policies, p. 8 
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of the century that internal financial conditions should not 
be permitted to increase the national debt, Lewis Kimmel 
comments that McKinley regarded strict economy as the only 
solution, He adhered to nineteenth century political thought 
evident from the term of President Andrew Jackson, in 1865 , 
that annually balanced Federal budgets and an orderly servicing 
of the debt was essential. As the nation entered a new century, 
national fiscal policy determination remained keyed closely 
to the existance of the national debt. 

The Dynamic Century 

The first Republican party administration of the new 
century claimed solid credit cards - success in the war, a 
favorable international trade balance during the previous 
three years of 1.4 billion dollars as compared to a total of 
less than 400 thousand during the previous 107 years, continued 
solid control of both houses of Congress, and conclusion of 
the last year with a modest surplus after six straight deficit 
years - four of which had been under a Democratic administration.-^ 
President Theodore Roosevelt began the new term with 
solid tools and a revised interpretation of governmental 
activity. The previous century had witnessed a somewhat 

l5Kimmel, The Federal Budget , p. 78* 

Importer, National Party Platforms, pp. 121-124. 
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limited role of the government as a regulator with an accepted 
cost as an interference in the economy. Although Roosevelt 
did not shift to the opposite extreme to view government as 
a well defined sector, he did foster the government's 
"facilitating role." Lewis Kimmel relates that this govern- 
ment would define it's fiscal responsibility to include 
guidance of the self-initiator rather than reluctant regulation. 
This was a step away from a pure laissez faire approach and a 
half step toward the recognition of a clearly defined public 
sector of the economy which developed after the 1930's • ^ 
Presidents Roosevelt and Taft favored balanced 
budgets and reduction of the debt. However, small progress 
toward these goals was made dur.ing these three presidential 
terms. During Roosevelt's term, the recession of 1902, and 
the panic of 1907 hampered progress toward a reduction of 
debt. In addition, the concept that economic government was 
synonomous with low cost government was given less credence. 
Government expenditures during this period increased at the 
annual rate of four per cent without causing any apparent 
alarm (Table 3-2). Pressure against highly protective tariffs 
had caused adjustment in tariff laws and custom duties were no 
longer sufficient to maintain the revenues required. As a 
result, the Republicans approved a corporation tax in 1909i 



17Kimmel, The Federal Budget, pp. 82-83 



TABLE 3-2 



FEDERAL EXPEND ITURE a AND DEBT DATA 13 
Selected Years (3 900-1932) 

(Millions of Dollars) 0 



Fiscal Year 


Expenditures 


Gross Debt 


1900 


488 


1,263 


1902 


471 


1,178 


1904 


532 


1,136 

1,143 


1906 


549 


1908 


621 


1,177 


1910 


659 


1,147 


1912 


655 


1,194 


1914 


700 


1,188 


1916 


724 


1,225 


1917 


2,086 


2,976 


1918 


13,692 


12,455 


1919 


18,952 


25,485 


1920 


6,142 


24,299 


1922 


3,618 


22,963 


1924 


3,404 


21 ,251 


1926 


3,518 


19,643 


1928 


3,611 


17,604 

16,931 


1929 


3,872 


1930 


3,946 


16,185 


1932 


4,659 


19,487 



a S0URCE: Davis Rich Dewey , Financial History of the United 

States, (New York: Longmans, Green and Co., 1939) » 

PP. 4'74, 495, 513, and 533. 

^SOURCE: U. S. Treasurer, Annual Report, 1968 , ( 'Washington, 

D, C. : C-overnrient Printing Office, 1969), P. 6l, 



c Figures 



are rounded to nearest millions of dollars. 
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and proposed the forerunner of the present progressive and 
corporate income tax, which was ratified in 1914. However, 
both taxes yielded less than 250 million dollars in revenue 
in the first six years, 1 ® 

Difficulties in meeting rising expenditures and 
reducing the national debt led to greater calls for economy 
and efficiency in government. Included in President Taft's 
recommendations for increased economy and efficiency in 1912, 
was the proposal to establish a formal Federal budget system. 
However, the Democratic party had gained control of the House 
of Representatives, in 1910, and the Executive in 1912, 
Consequently, due to party differences, the budget system did 
not gain approval until the Budget and Accounting Act of 
1921 was issued under both a Republican legislature and the 
return of a Republican President, 1 ^ 

Although the return of the Democratic party to 
Congress and the Presidency did not signal a change in the 
attitude toward debt, very little progress toward reduction 
of the debt was made prior to the First World W ar. Although 
President Wilson was in favor of balanced budgets and was 
disinclined toward borrowing, he did not hesitate to take 
this route in addition to heavy taxation in the face of the 

l®Dewey, Financial History , pp, 483-491. 
l^Burkhead, Governmental Budgeting, pp, 18-21. 
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massive revenue requirements of the First World War . 20 

Lack of official concern toward debt retirement 
resulted in a debt of nearly 1.2 billion dollars still, out- 
standing at the beginning of the War (Table 3-2). During the 
War, less than 30 per cent of the required revenues were 
obtained by taxes and the debt once again was to an all time 
high of 25.5 billion dollars by 1919. This amount represented 
4l per cent of the national income or a debt of 242 dollars 
per person as compared to a Civil War debt of just over 75 
dollars per personal 

The normal procedure prior to the issue of treasury 
certificates or bonds had been to obtain specific approval 
from Congress for each issue. However, upon the passage of 
the Second Liberty Bond Act, during the War, Congress consolidated 
previous bond authorizations and set one limit. Subsequent 
authorizations were then made by ammending the Second Liberty 
Bond Act. 22 This tool of Congress to control expenditures and 
the national debt remains within legal structure today. The 
relative role that this limit has played in influencing fiscal 
policy did not become evident until the decade of the Fifties 

20pewey, Financial History , pp. 500-507. 

2l pur National Debt , p. 13 . 

22narshall A. Robinson, The National Debt Ceiling - 
An Experiment in Fiscal Policy , ( "Washington, D. C. : The 

Brookings Institution, 1959) , P. 2. 
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when the limit was reached and additional authority was not 
granted . 



A Regress ion 



The Republicans regained the Presidency in 1921, 
in the shadow of war debt, a post-war inflation, and a current 
recession. President Wilson had, during the previous adminis- 
tration, set the tone for debt legislation by approving a 
sinking fund provision for statutory debt reduction in the 
Liberty Bond Act of 1919.^3 However, President Harding took 
an exceptionally hard line regarding all debt creation and 
demanded expenditure policies at both Federal and state levels 
of spending less than your income all of the time.^ His 
views closely paralleled those of the Nineteenth century 
concern for debt as immoral and employment of the falacy of 
composition regarding* public and private debt comparison. 

President Calvin Coolidge (1923-1928) took a more 
moderate approach to the existing debt and stressed gradual 
reduction commensurate with a balanced reduction of taxes. 
President Coolidge regarded balanced budgets, rigid expenditure 
control, and reformed tax programs as the essence of his fiscal 
policy and as essentials for restoration of sound finance. 

23Kimmel, The Federal Budget , p. 86. 

24 ibid., p. 90. 
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Of all of the previous administrations, which appeared in 
action to give lip service to the concept of economy, the 
party of this era was not only the most sincere, "but also 
the most productive . ^6 However, the productivity was at the 
expense of withdrawing from a concept of the Federal govern- 
ment as a contributor rather than an interference mechanism. 
This regression presented even more of a hurdle for Presidents 
Hoover and Roosevelt to overcome in the early years of the 
depress ion. 

The record of the Republicans incident to economy 
was impressive from 1921-1929. The national debt had been 
reduced an average of 900 million dollars a year; expenditures 
for Federal activity had been reduced from over 6,1 billion 
dollars in 1920 to less than 3*6 billion dollars in 1928 - 
even during a rapid expansion of the economy (Table 3-2). 

In addition, tax reductions had been effected by the Revenue 
Acts of 1921, 1924, 1926, and 1928, which reduced annual pay- 
ments by as much as 1,5 billion dollars annually. Also, even 
though the Republicans had increased protective tariffs again 
in 1921, annual custom receipts had almost doubled since 
1921 . 2 ^ 



25Dewey, Financial History , p. 524. 
26ibid., p. 532. 



35 



A Forced Recognition 

The ensuing Republican administration, under President 
Hoover, was riding the tide upon acceptance of office. However, 
the depression, which began in 1929» was to force a recognition 
of the governmental role in the economy, the meaning of debt, 
and the proper definition of fiscal policy and power. 

President Hoover had unique concepts regard-ing the 
impact of balanced budgets and debt. He felt that tax decreases 
had bolstered the economy during the 1920's and that prompted 
him to propose a tax reduction during 1930. He was a firm 
believer in balanced budgets which included statutory reduction 
of the national debt. In order, to maintain the balance and 
restore confidence in the economy, he firmly believed in not 
only a tax cut, but also an increase in public works expendi- 
tures, both on the Federal and state level. 2? 

Presid-ent Hoover, in his appraisal and recognition 

of the problem, approached the Hamiltonian model of the 

Presidency in that he believed; 

. , , that the economy would not manage itself, but 

thought the deliberate application of social knowledge 
was necessary. 28 

27Herbert Stein, The Fiscal Revolution in America , 
(Chicago: The University of Chicago Press, 19&9Tt P~* 9. 

28 



Ibid . , p. 8 
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However, he was dealing with a tool without much weight, since, 
in 1929> the Federal expenditures were only about 2,5 per cent 
of the gross national product and Federal purchases of goods 
and services only amounted to about 1.3 per cent. ^9 

In addition to these factors, President Hoover did 
not possess adequate information, could not depend upon an 
independent Federal Reserve System to cooperate, and could 
not control state government programs which had more impact 
than the Federal government expenditures. In spite of these 
factors , he doggedly pursued the goal of a balanced Federal 
budget and increased public works expenditures. The advances 
which he made by increasing public works expenditures were 
lost two-fold by decreases in the private sector. In addition, 
forecasted revenues were not to be realized since the national 
income dropped by 53 per cent from 1929-1932.-^ 

The British retreat from the gold standard, on 
September 21, 1931 » forced a decision by the President to 
approve a tax increase in the Revenue Act of 1932. This Revenue 
Act was to restore the balance to the budget and to prevent 
national debt creation in competition with private application 
for credit. There were few who challenged the tax increase 



29 lbid. , p. 14. 

30charles Cortez Abbott, Management of the Federal 
Debt, (New York: McGraw-Hill Book Company , Inc. , 1 946 ) , ” 

pT~S. 
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since it was based on the traditional "sound finance" concept. 31 
It did not cause a confrontation to the balanced budget concept 
which had been a keynote of political fiscal policy for more 
than a century. 

President Hoover had been presented the challenge, 
but he continued to hold to the concept of the balanced budget 
as the key. He even initially refused to consider deletion of 
the statutory debt reduction amount of 400 million per year to 
eliminate the deficit. The statutory retirement had been 
exceeded by previous Republican administrations by more than 
3,25 billion dollars. 32 However, by the end of fiscal year 
1932, Hoover deleted statutory debt reduction as part of his 
balanced goal. The national debt had remained virtually stable 
until the end of fiscal year 193 2 , when an increase of three 
billion dollars was registered (Table 3-D* 

President Hoover’s administration, the last Republican 
administration for a twenty year period, ended in disillusion- 
ment. The traditional views endured to the end. Previous 
peacetime prosperity, during which a national debt had been 
reduced with regularity, would not allow discontinuance of a 
similar policy even under adverse conditions. The debt and the 
effects of debt had remained a determinant of the resulting 

31stein, The Fiscal Revolution , pp. 31-33* 

32 ibid., p. 28, 
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fiscal policy and had perhaps been a deterent to successful 
development of a more positive approach. The concept of a 
government in money terms only, a government of little inter- 
ference, remained prominent until challenged by the Democratic 
party administrations to follov;, These challenges reshaped 
the concepts of both fiscal policy and national debt. 



CHAPTER IV 



THE BACKDOOR REVOLUTION 
Explaining Away the Difference 

The years prior to 1930 had witnessed some evolution 
of thought regarding proper levels of governmental activity 
within the framework of the traditional concept of annually 
balanced budgets. However, the last half of the Hoover 
administration and the ensuing twenty years were to experience 
an accidental revolution of thought: not only towards the 

proper role of government, but also toward a definition of a 
"fiscally responsible" government.* It will become evident 
that the shift in philosophies was caused more by accident 
than by design. The explicit national policies, which evolved, 
were reactions to the frustration of a prolonged depression, a 
total war, and the subsequent development of an environment of 
enlarged dimensions. 

The record of the Republican party, from 1921-1930 » 
in fiscal matters, had been impressive. For eleven years, the 
U, S. Treasury had enjoyed a surplus averaging 7^0 million 
dollars. The national debt had been reduced from nearly 24 
billion dollars , in 1921, to nearly 16 billion dollars at the 
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end of fiscal year 1930# During the same period, taxes had 
been reduced five times and yet, revenues had been sufficient 
to cancel almost twice the statutory annual debt retirement 
total of 4.4 billion dollars. ^ 

However, the Republican party was faced with disaster 
in 1932. President Hoover and his last two Secretaries of the 
Treasury, Ogden Mills and William Woodfin, were to find that 
even the bi-partisan Revenue Act of 1932, for increased taxes, 
was not sufficient to restore the balance between expenditures 
and forecasted revenues, Hoover's established goal of a 
"balanced budget," as the keystone to recovery from the depres- 
sion, signalled his downfall. 

The deficit for fiscal year 1932, amounted to nearly 
three billion dollars (Table 4-1). President Hoover had 
persisted in forecasting a balanced budget at least by fiscal 
year 193^* but, the tools which he had at his disposal were 
incomplete. For example, forecasting of revenues was hampered 
by out-of-date information. Taxes ’were not being withheld on 
a current basis and, therefore, revenue forecasts were based 
on year-old income data. Less than one-sixth of expenditures 
were free from relation to defense or veteran benefits and 
this also rendered expenditures relatively inflexible as a 
tool. Hoover's only effective expenditure cut could come from 

iDewey, The Financial History, p. 536. 



FEDERAL BUDGET 8 - AND DEBT DATA b 
(1929-1953) 

(Billions of Dollars) 



Budget Surplus 0 Gross National 



Fiscal Year or Deficit (-) Debt 



1929 




0.7 


16.9 


1930 




0.7 


16.2 


1931 




- 0.5 


16.8 


1932 




- 2.7 


19.5 


1933 




- 2.6 


22.1 


1934 




- 3.6 


27.1 


1935 




- 2.8 


28.7 


1936 




- 4.4 


33.8 


1937 




- 2.8 


36.4 


1938 




- 1.2 


37.2 


1939 




- 3.9 


40.4 


1940 




- 2.7 


42.9 


1941 




- 4.8 


48.9 


1942 




-19.4 


72.7 


1943 




-53.8 


136.7 


1 944 




-46.1 


201.0 


1945 




-45.0 


258.7 


1946 




- 18.2 


269.4 


1947 




6 , 6 


258.3 


1948 




8.9 


252.3 


1949 




1.0 


252.8 


1950 




- 2.2 


257.4 


1951 




7.6 


255.2 


1 952 




0.1 


259.1 


1953 




- 5.3 


266.0 


a S0URCE: 


U. S. 


President, Economic Report of tt 


ie President, 




1970, 

Offic 


(Washington, D. C. : Government 

e, 1970), p. 249. 


Printing 


b S OURCE : 


U. S. 


Treasurer, Annual Report, 1968, 


(Washington, 




D. C. 


: Government Printing Office, 1969) » P. 61. 



c Note : 



Budget Balances after Fiscal Year 1939 are based 
on Consolidated Cash Statements. 
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public work expenditures. 2 His proposal to cut public works 
expenditures, which had been keyed to unemployment, by one- 
half billion dollars, sealed the political fate of the 
Republicans to an ensuing twenty year absence from executive 
participation. 

Although Hoover had been defeated by failing to 
deliver his promised symbol, the "balanced budget," neither 
the symbol nor the conceptual approach were to die an easy 
death. It will be recalled that Alexander Hamilton's system 
of sound finance had included three essential elements. These 
elements were: (l) a priority of goals; (2) flexibility and 

timing to changing conditions; and, (3) the use of appropriate 
accepted symbols, 3 As noted previously, President Hoover had 
accepted a goal of restoration of confidence without debt 
creation, using the accepted symbol of a "balanced budget" with 
attempted flexibility .of tax and expenditure policy. The 
Democrats and Republicans were united on "the symbol." Both 
political parties promised annually-balanced budgets In the 
elections of 1932.^ However, since the Republicans had not 
delivered this symbol of sound finance, it became the job of 
the Franklin Delano Roosevelt administration to deliver at 

2 S wans on, Hamilton's Fiscal Policy , p. 82. 

3st ein, The Fisca.1 Revolution , p, 15. 

^Porter, National Party Platforms , pp. 331-350. 



43 

least some version of the concept. 

President Roosevelt pledged, in 1933 » that he would 
cut expenditures to restore the public credit. However, 
Roosevelt found it necessary to develop a dual approach to 
budgeting, Kis application of only general expenditures to 
the balanced budget role was a desperate attempt to deliver a 
political promise before the election of 1936, and still effect 
necessary relief. His initial impetus for exposing all 
emergency programs to debt financing, in a special category 
outside the symbolic budget structure, seemed to come from a 
realization that a balanced budget, in total, was not even 
remotely possible for fiscal year 193^, Therefore, he related 
his relief and reform program financing to the publicly 
accepted “symbol" of permissable deficit financing in times 
of a national emergency - to be paid off in time of prosperity. 3 
However, the public had previously only accepted war as the 
emergency which justified living outside of current means. 

Roosevelt was creating an illusion on debt similar 
to that used by Alexander Hamilton, in 1791. Roosevelt’s 
“implied balance" in general (non-emergency) expenditures gave 
an illusion to non-creation of debt just as Hamilton's sinking 
fund had given the impression of debt repayment. While 
employing this concept, Roosevelt was committed to a contracted 

5Kimmel, The Federal Budget , p. 178. 
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budget policy of economy for general expenditures and an 
expansive budget policy for emergency programs to create 
employment. Since it mas a simple matter to shift projects 
from one category to another, he, in effect, had no budget 
policy. 

Roosevelt's technique of providing temporary relief 
funds and later expanded public works reform packages, created 
substantial deficits in the overall Federal accounts. In the 
first four years of Roosevelt's administration, the smallest 
annual deficit incurred was 2.6 billion dollars and the national 
debt increased from 22 billion dollars to nearly 3 6.4 billion 
dollars (Table 4-1 ) . 

Roosevelt's initial policies were policies of 
frustration and desperation. Although many major reform pro- 
grams were unsuccessful, they were tied to major expenditure 
decisions. However, President Roosevelt did forcefully 
stabilize the international and domestic financial systems 
early in 1933* Although his steps for stabilization of banking 
and credit will not be discussed here, they were significant 
in that Roosevelt never again had to fear for inability to 
finance a deficit budget. ^ Until 1938, Roosevelt's fiscal 
emphasis consisted of temporary stop-gap measures to provide 
direct relief, and relief through employment. He hoped, but 

^Stein, The Fiscal Revolution, p. 5^. 
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did not actually plan for, the stabilization of purchasing 
power and a recovery of confidence. 

In this respect, Roosevelt's programs were not basic 
to any new economic theory during the period prior to 1938. 

He did, however, call upon the new thinking in economic 
theory to "explain away" the budget inbalances and the slow 
response to recovery from his programs. He believed that the 
key to recovery and restoration of purchasing power was 
through changes in government expenditure rather than alteration 
of the taxing structure. In fact, the changes he recommended 
and implemented in taxation were upward revisions designed to 
cause reform and. only secondly to gain revenues, 

Roosevelt, in explaining away the difference, came 
to embrace and espouse the concept of the British economist, 

John Maynard Keynes , relative to the "pump priming" aspects 
of Federal expenditure policy. Economist George Terborgh 
reflects that Roosevelt viewed the economy as a dry pump which 
would react to temporary Federal deficit expenditure injections 
in the income flow. 7 However, he did not come to accept the 
view that expenditures should be consciously and deliberately 
applied as a balancing factor to secure economic stabilization, 

o 

as Keynes had postulated, 

7George Terborgh, The Mew Economics , (Washington: 
Machinery and Allied Products Institute, 1968 ) , p. 4. 

8john Maynard Keynes, General Theory of Employment , 
Interest and Money , (New York: Harcourt, Brace & Co., 1938), 

p. 220. 
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Roosevelt continued to cling to the hope that he 

could deliver his campaign promise of 1932 to balance the 

budget and reduce expenditures. He had consistently been able 

to deliver the latter promise since his public forecasts of 

expenditures for coming years had always been projected much 

higher than what actually occurred - thus, giving the illusion 

of reducing expenditures and reducing annual deficits. It 

appeared that part of this approach was purposeful while the 

other part was due to lack of proper statistics and inability 

to implement on schedule the huge public works expenditure 

programs which vrere approved. This policy of illusion appeared 

so successful that it prompted him to say, as part of his 

budget message, in 1936, that: 

Our policy is succeeding. The figures prove it. Secure 
in the knowledge that steadily decreasing deficits of 
today will turn into increasing surpluses and that it 
is the deficit of today which makes possible the surplus 
of tomorrow. Let us pursue the course we have mapped, 9 

Although this statement sounds much like the 
"activist" economic order of President Kennedy, in 1962, as 
related to taxation tools, Roosevelt was referring to the 
"pump priming" consequences of deficit spending policy. Even 
though Roosevelt was forced to take the economic analysis to 
the polls in 1936 to "explain away" his recovery failures, he 
still viewed balanced budgets as essential and expenditures as 



9Arthur M. Schlesinger, The Age of Roosevelt , Vol, I, 
The Crises of the Old Order, (Boston: Houghton-Mif f lin Co., 

1957), P. 414. 
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stop-gap measures only. Economist Herbert Stein comments that 
this marginal approach may well have contributed to the severe 
limitation of recovery efforts, since these programs were 
emphasized as relief rather than recovery measures and were , 
therefore, held to minimum scale, In any event, the results 
had given the illusion that a balanced budget was a close 
reality. 

President Roosevelt and the Democratic party were 
to receive a mandate, in the elections of 1936* despite the 
Republican charges of expansive Federal activity, high taxes, 
and fiscal irresponsibility - all of which v, T ere well in 
evidence in terms of definitions of those days. Roosevelt 
had promised the voters a bala,nced budget within a year or 
two and this appeared valid within the framework of his 
illusion of progress. However, the Republican presidential 
candidate had only promised that balanced budgets were necessary. 
In spite of the five tax increases, which had taken place since 
1933* this promised balance with a deadline appeared to give 
the Democratic party an edge to overcome the record of deficits 
in the election of 1936.^ The Republicans lost any essential 
voice in fiscal policy matters until the congressional election 
of 1946 resulted in a Republican majority in Congress. 

The campaign of 1936 had forced Roosevelt to educate 

lOstein, The Fiscal Revolution , p. 6l. 

Hlbid., p. 72 . 
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himself and the public in areas of public finance which he 
did not himself accept. He found himself defending a policy 
of deficit spending on the basis of the income multiplier 
effects. These reasons had previously been strange and dis- 
agreeable to him. The next four years of his administration 
were to confuse and shatter his traditional views regarding 
the role of the budget in the economy. He had not really 
believed what he said, in 1936* and clung to the view that 
relief was the only valid reason for deficit spending. 

A Quest For Survival 

The recession of 1937-1938 was to awaken the adminis- 
tration and Congress to a new Level of confusion. The deficit 
had not been eliminated and recovery was not yet complete 
when this sudden violent recession came about. Serious 
questions were raised ’’concerning the prospect that the economy 
had reached it's highest level and further growth would be 
impossible without continuous governmental intervention by 
the means of ever-increasing deficit financing. Many believed 
that the slow-down of governmental expenditures and increased 
revenues, in 1936-1937 had caused the recess ion. ^ 

For the first time, serious political questions were 
raised concerning the government's responsibility for economic 
stabilization and growth, Roosevelt, although apparently 



l2 Ibid., pp. 99-100 
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becoming somewhat confused, continued to side with his 
Secretary of the Treasury, Henry Morgenthau, in deference to 
the economists and spending proponents within his administration. 
Even as late as January, 1938, Roosevelt was aiming toward a 
balanced budget. *3 

A large degree of Roosevelt’s problems, regarding the 
formulation of a positive fiscal policy, were in strictly 
political considerations. On the one hand were proponents for 
expansive governmental deficit spending to augment the income 
flow, and on the other hand were the Republicans and an 
increasing number of his own party demanding expenditures be 
cut further so that a tax reduction could be effected. 

Roosevelt ha.d been able to experiment with temporary spending 
and reform measures to alleviate President Hoover's depression. 

In 1936, his political supporters were patient since the growth 
trend was up (Table 4-2), However, now he was faced with his 
own depression which demanded timely resolution and definable 
tools . 

Roosevelt ' s attempt to cut expenditures, in early 

1938, was the last attempt any President would make of this 

approach during a recessionary period. Stein states that: 

. . . it, in effect, became a national fiscal policy after 
that time to never attempt an expenditure cut during 

13Franklin D. Roosevelt, The Public Papers and 
Addresses of Franklin D. Roosevelt, 1938~ » (Mew York: Mac- 

millan Co. , 19^1), P. 8. 



TABLE 4-2 



NATIONAL ACCOUNT GROWTH BATA 
Selected Years (1929-1953) a 

(Billions of Dollars ) b 



Year Gross National Product National Income 



1929 


103.1 


86.8 


1930 


90.4 


75.4 


1933 


55.6 


40.3 


1934 


65.1 


49.5 


1937 


90.4 


73.6 


1933 


84.7 


67.4 


1939 


90.5 


72.6 


1940 


99.7 


81.1 


1941 


124.5 


104.2 


1943 


191.6 


170.3 


1944 


210.1 


182.6 


1945 


211.9 


181.5 


1946 


208.5 


181.9 


1947 


231.3 


199.0 


1948 


257.6 


224.2 


19*+9 


256.5 


217.5 


1951 


328.4 


278 .O 


1953 


364.6 


304.7 



a SOURCE: U. S. President, Economic Report of the President , 

1970, (Washington, D. C, : Government Printing 

Office, 1970), pp. 177,191. 



^ata selected to indicate shifts in growth trends and not 
adjusted for price variance. 
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recessions . 1^ 

Although the national debt had risen from 22,5 
billion, in 1933» to 40.4 billion, in 1939 (Table 4-1), it 
had lost forte as a determinant of fiscal policy. One reason 
for this was that primary interest was focused on the level 
of unemployment during the period, not the size of the national 
debt. Two additional factors influenced the decline of the 
"debt issue" prior to World War II. The first was the fact 
that the Treasury had few problems financing deficit spending 
without effecting the level of interest rates. The second 
factor t'las that the introduction of trust funds with the reform 
legislation of this decade had shifted the effects of ownership 
of the debt. The trust funds were ready markets for treasury 
securities to finance deficit spending. In other words , the 
debt held by the public had actually declined during this 
period of time while intra-governmental debt ownership took 
up the slack. ^ 

These changes, and the pressures from Congress, 
caused Roosevelt to partially accept the new role of the govern- 
ment as monitor of the economic stability of the nation. 

l^Stein, The Fiscal Revolution , p. 115. 

15Kenry C. Murphy, The National Debt in War and 
Transition , (New York: McGraw-Hill Book Co., Inc. , 1950 ) , 

pp. 13-15. 

l6u. S. President, Economic Report of the President , 
1970, (Washington, D. C. : Government Printing Office, 1970 ) , 

P. 255. 
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Manifestations of this shift in thinking were the establish- 
ment of the Budget Bureau within the Executive office of the 
President, in 1939* as opposed to being a staff office of the 
Treasury Department, Increased emphasis on national objectives 
such as a projected goal for national income was evident. 1? 

Part of this shift was caused by conviction by Roosevelt, 
but, the greater part vjas surely caused by his inability to 
balance the budget or control the pressure on expenditures 
for relief and other programs. He wanted to shield the 
psychological effects of continuing deficits. His shift vras 
demonstrated in his budget message, in 1939» which stated, 
in part: 

We can and do fix the rate of taxation by law. We 
cannot, by a simple legislative act, raise the level 
of national income, but, our experience in the last 
few years has amply demonstrated that through wise 
fiscal policies and other acts of government, we can 
do much to stimulate it.l® 

Roosevelt's views were in part a reaction to past 
failures and also a reflection of some morbid approaches to 
economic theory. George Terborgh depicts one such approach 
which felt that our economy had "matured" and that the 
frontiers of private investment had diminished with the 
exception of replacement of equipment. Therefore, the 



l?Franklin D. Roosevelt, The Public Papers and 
Addresses of Franklin D, Roosevelt, 1939 , (New York: Mac- 

millan Co . , 19^1) » P. 36. 

1 8 ibid. 
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government would be required to expand investment projects 
with ever increasing Federal deficits. It was felt that the 
"secular stagnation" of the economy would require continuous 
governmental intervention to stimulate consumer spending. * 9 
However, these views and those held by Roosevelt did not 
receive a training ground. The emergence of a major world 
war settled many theories and provoked new questions. In 
addition, it provided soliitions for Roosevelt's depression 
of 1938, by closing the production gap, demanding full employ- 
ment, and promoting fantastic growth (Table 4-2). 

A Forced Survival 

Although there had been primary focus on purchasing 
power, production, and ultimately national income, during the 
decade of the Thirties, the emphasis soon came to rest on 
mass unemployment. The tools for solving unemployment had 
been backdoor approaches of temporary stimulation of relief 
with the hope that the economy would automatically readjust 
and eliminate the problem. The outbreak of the Second World 
War added a new priority to the problem. The high percentage 
of unemployed - 9 million workers, or 17.2 per cent of the 
total labor force, made full employment a national goal.^O 

19Terborgh, The New Economics , pp. 5-6. 

20paul A. Strayer, Fiscal Policy and Politics , 

(New Yorks Harper and Brothers , 1953) » P. 223. 
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Political parties gave the subject of full employment their 
entire attention. The reasons were obvious. First of all, 
full employment vras felt essential to the war effort. Secondly, 
the public had begun to put this symbol as highest in priority 
of election issues. 

The nature of war itself, and the character of 
totality of the Second World 'War, dictated a subjegation of 
political in-fighting and a moritorium of the rebellious 
congressional attitudes which had developed toward the executive 
after the recession of 1937-1938. Congress was compelled to 
grant third-term President Roosevelt almost dictatorial powers 
on the domestic and international scene. Therefore, from 
early 1940, until well after the conclusion of the war, there 
was little influence on the executive in the shaping of 
national fiscal policy. The war gave Roosevelt and his advisors 
a chance to test concepts out of necessity, and on a much 
larger scale, which had not been called into use in any previous 
emergency. 

The impact of war preparation and the war on recovery 
and government finance was tremendous. Gross national product 
and national income rose rapidly in 1940-1941, to levels which 
had not been attained since 1929> and continued to rise each 
year throughout the war period. Gross national product, in 
1939, had been 90.5 billion dollars and rose to almost 212 
billion dollars by 1945 (Table 4-2). 



55 



President Roosevelt used all the powers at his 
command, including direct control of wages and prices to 
control inflation and assist in financing the war. Taxes were 
steadily increased and although his attempts to finance the 
war in a current fashion were admirable, more than 55 per cent 
had to be def ici t-f inanced , ^ The revenues obtained by deficit 
financing were, once again, of a dimension not dreamed possible. 
The national debt rose from a level of 40.4 billion dollars in 
1939* to 269.4 billion dollars by the end of fiscal year 1946 
(Table 4-1) . 

The government's direct control of the economy and 
the dimensions of finance involved led to early thinking 
concerning the proper conduct for post-war economy. During 
the war, it was evident that over 50 per cent of all production 
was directed to the war effort through the vehicle of govern- 
ment contracts. This fact, plus the direct controls, made 
the public look more and more naturally to the government - 
in this case, the executive - for responsible policy for 
continued growth and stability. The mere size of the growing 
national debt negated much positive thinking regarding re- 
payment in the near future or at least not within the "living 
generation" thesis adhered to in earlier history. The success 
of wage and price controls, during the war, gave renewed 
emphasis to the thesis that post-war stability must be assured 

Murphy, National Debt, p. 254. 
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by the government. It vias known that controls would end 
after the war and that the primary tools for stability would 
revert to the only other tools which had been recognized - 
tax and expenditure policy. 

Concern for post-war conditions had been a primary 
interest of both major political parties during the war and 
'were the key issues in the campaign of 1944.*^ Vivid memories 
of the post-war inflations and recessions of the previous wars, 
coupled with the unemployment resulting from the recession of 
1937-1938, and the foreboding size of national debt demanded a 
concise post-war fiscal plan. The fear of unemployment, due to 
a sharp drop in defense expenditures and the return of employ- 
able servicemen, also caused consternation. The public had 
become accustomed to prosperity, jobs, and growth and political 
factions knew they would have to deliver something to represent 
a commitment. 



A Plan For Survival 

The result of concern for post-vfar economy stability 
was demonstrated by many means. However, the first significant 
indication of concern was passage of the Employment Act of 
1946. While the law, as passed, was a filtered version of 
the idealistic approach which was originally proposed regarding 
guaranteed employment, it did represent tangible indication 

22porter, National Party Platforms, pp. 403-413* 
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of new economic objectives. It provided a national goal of 
maintaining growth and stability and established Federal 
responsibility to assure pursuit of policy to accomplish this 
end. In effect, it demanded implementation of programs to 
insure maximum employment, production, and purchasing power. 

It established a mechanism within the Executive Branch, the 
Council of Economic Advisors, and within Congress, the Joint 
Committee on the Economic Report. 

It will not be the intention of the author to 

discuss the apparent deficiencies of the act or the mechanisms 

set up to implement the policies mentioned. However, it is 

significant to note that one of the main objections to passage 

of the Act is very germane to the economic situation which 

actually evolved late in the decade of the Sixties. Stein 

depicts this objection as one which: 

. . . came from people who feared they would commit the 

government to pursuit of a goal so absolute that it 
might only be achieveable with inflation or price-wage 
controls or both. This fear reflected awareness of . . , 

the possibility that with a very low level of unemploy- 
ment, and especially if the government were committed 
to maintain it, uncontrollable wage and price determination 
might lead to continuous inflation. 2 3 

Acceptance of the new national goal of stability and 
growth did not seal the fate of balanced budget concepts or 
reduction of the national debt. There were attempts to re- 
define a balanced budget as a budget balanced at full employment 
- with full employment generally meaning about 96 per cent of 

2 3ste in, The Fiscal Revolution, p. 200 , 
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the labor force. However, balanced budgets retained their 
traditional definition by subsequent administrations. Debt 
retirement likewise received attention and had not died as a 
political issue. Most of the concern w as centered around 
excess annual debt reduction in the use of compensatory 
fiscal policy. In other words , generations of surpluses too 
high during an inflation could suppress consumer disposal 
income to such a level as to create excess deflationary 
tendencies and trigger a recession. 

As stated previously, the New Deal policies of 
President Roosevelt emphasized the fluctuation of the expendi- 
ture side of the fiscal equation to alleviate excessive swings 
in the economy. Likewise, President Truman emphasized the use 
of spending tools vice taxation adjustment to achieve stability. 
However, during the war, there had been little opportunity for 
Roosevelt to adjust for inflationary tendencies by expenditure 
policy since almost all expenditures were war-induced. He did, 
however, adjust taxes to maximum levels and used direct controls 
as tools of stabilization. Therefore, some experimentation had 
been accomplished with fluctuations on the revenue side of the 
equation during a period of rising national income. Also, 
President Hoover had claimed, during his administration, that 
the tax cuts of the decade of the Twenties had influenced the 
fantastic growth in the economy . ^ 



2^Kimmel, The Federal Budget, p. 1^7. 



